How Natural Resources Affect Economic Development
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Recent studieshaveestablished that, since the 1960s, resource-abundant countries
have experienced significantly slower growth than resource-poor countries (Lal
and Myint, 1996; Sachsand Warner, 1995; Ross, 1999). Thisconclusionisrobust
in the light of both sensitivity tests (Sachs and Warner, 1997) and differencesin
how the natural resource endowment is classified (Wood and Berge, 1997).
However, economic theory provides no convincing explanation as to why
resource abundance should beinherently disadvantageous. Indeed, the additional
rents and foreign exchange obtained from commodity exports should permit
higher levels of investment and greater capacity to import capital goods with
which to accelerate economic growth (Auty and Mikesell, 1998: 13-31).
Moreover, during the first golden age of economic growth from 1870 to 1913,
resource-abundant countries experienced rapid growth, and in many cases out-
performed the resource-poor countries of that period (Lewis, 1978; Maddison,
1995; Findlay and Lundahl, 1999). Policy differences offer the most plausible
explanation (Ascher, 1999; Gelb, 1988; Lal and Myint, 1996).

This article argues that variations in economic performance are caused by
differences in the quality of governance that are linked through the type of
political state and the pattern of structural change to the natural resource
endowment. It develops two models to explain the diverging performance of
resource-poor and resource-abundant countries. These are described in the
following section. They are presented as stylised facts models, rather than
mathematical models, in order to be accessibleto non-economists. Theremainder
of the article uses case studies to calibrate the models for differing permutations
of thepolitical state and natural resource endowment. More specifically, thethird
section appliesthe modelsto Malaysiaand Ghanain order to show why countries
with similar and favourable initial conditions but different political states will
trace different development trajectories. The fourth section applies the modelsto
a category of resource-abundant country, the mineral economy, which has
performed relatively poorly, with referenceto Boliviaand Saudi Arabia. Thefinal
section draws the conclusions.
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UNU/WIDER Research Project on ‘Environmental, export and human capital accumulation
problems of resource-based growth-models'.
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Models of natural resources and economic growth

Table 1 summarises the economic performance of more than 70 developing
countriesfor which adequate dataare avail able covering the period 1960-97. The
countries are classified according to their size (using GDPin 1970 as an index of
domestic market potential for industrialisation) and their cropland per capitain
1970. Most countries fall into the small resource-abundant category, so thisis
further sub-divided to identify the mineral economies (with 40% or more of their
exportsin oil or ore). Thetableconfirmsthe superior performance of theresource-
poor countries since the first oil shock. There are two basic reasons for this
divergence. The first is the pattern of structural change: the limited scope for
commodity exports causes diversification into manufacturing to begin earlier in
resource-poor countries (Syrquin and Chenery, 1989). The delayed
industrialisation of the resource-abundant countriesis more capital-intensive and
therefore challenges the implementation capacity of most governments (Lal and
Myint 1996).

Table1
Investment, GDP growth and investment efficiency, 6 natural resource
endowment categories 1960 -97

Resource  Investment GDP ICOR PCGDP  Population ~ Number
endowment (% GDP)  growth (%/ growth growth  of countries
category year) (%lyear) (Yolyear)

(€Y @ (©) 4 ® (6)
Small non-
mineral
resource-
rich
1960-73 14.8 4.2 35 16 2.6 24
1973-85 20.5 34 6.9 0.7 2.7 29
1985-97 21.9 35 6.0 0.9 2.6 27
Small oil-
exporting
resource-
rich
1960-73 24.5 6.6 3.7 4.0 2.6 8
1973-85 31.0 6.5 5.7 2.3 4.2 8
1985-97 239 19 12.4 -0.7 2.6 8
Small ore-
exporting
resource-
rich
1960-73 175 4.9 5.7 22 2.7 10
1973-85 21.8 3.0 7.3 0.1 29 10

1985-97 171 23 75 -0.4 2.6 10
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Large

resource-

rich
1960-73 20.3 5.4 4.0 27 2.7 8
1973-85 21.8 31 7.1 0.7 24 10
1985-97 20.1 4.0 5.0 19 21 10

Small

resource-

poor
1960-73 18.8 6.1 32 35 26 8
1973-85 24.8 4.0 6.2 18 22 8
1985-97 23.0 4.4 52 24 2.0 8

Large

resource-

poor
1960-73 17.7 5.0 4.2 24 26 7
1973-85 255 5.8 4.4 3.7 21 7
1985-97 26.3 6.0 4.4 4.7 13 7

Note: Datapoints are missing for some yearsfor some countries, but they tend to average out so that
this does not inject an intolerable bias. Some discrepancy also arises from the use of constant 1995
US dollars because the more the inflation rate the greater the degree of the uncertainty that is added.
Although therearelarge differences between countriesin the starting level numbers, thetrendswithin
groups remain similar when these differences are allowed for with reduced samples or country-
specific fixed effects. The comparative analysisin this table between the different points and afixed
effects continuous growth regression both yield similar results for the growth differences between
resource endowment categories. Overall, therefore, thefigureslack some precision, but themagnitude
of the changes in the growth rates is large enough to be robust in the face of the statistical
discrepancies.

Source: World Bank (1999a).

The second reason for the superior performance of the resource-poor countries
is that they are more likely to engender a ‘developmental’ political state
(Leftwich, 1995) that has both the autonomy to pursue coherent and prudent
economic policies and the aim of maximising social welfare. Table 2 uses these
criteria and extends Lal's (1995) typology of political states. It identifies two
variantsof the devel opmental state, namely, the autonomous benevolent stateand
the consensual democracy. The former is strongly associated with the successful
resource-poor countries of East Asia. However, the relationship between a poor
natural resource endowment and the devel opmental stateislessdeterministic than
at |east one recent model suggests (Sachs, 1999). A handful of resource-abundant
countries have sustained rapid economic growth, two of which (Botswana and
Malaysia) are consensual democracies, while some resource-deficient countries
havefallen well short of themean growth rate of their group where social tensions
spilled into civil strife (notably El Salvador, Haiti, Mauritania and Somalia).
However, contests over resource rents engendered factional or predatory statesin
the great majority of resource-abundant countries. Such states promote sectional
interests at the expense of a coherent welfare-maximising economic policy.



350 Development Policy Review

Table2
Typology of political states, after Lal
Autonomy Aims Basic type Marketsrole  Country examples
Autonomous Maximise  Growth with Hard Hong Kong, Korea,
benevolent social equity constraint Singapore, Taiwan
welfare
Paternalistic Relaxed Brunei, Kuwait, Saudi
monarchy constraint Arabia, UAE
Autonomous Maximise  Military €lite Soft Ghana, Nigeria
predator rent constraint
siphoning
Central Soft USSR
planning constraint
Factional Maximise  Growth with Hard Malaysia, Botswana
democracy social equity constraint
welfare
Equity priority Relaxed CostaRica, Sri Lanka
over growth constraint
Factional Maximise  Urban/industry  Soft Argentina. Brazil, India,
oligarchy rent capturespolicy  constraint Mexico, Bolivia
siphoning
Public officils ~ Soft Azerbaijan, Kazakstan,

capture policy constraint Russia, Uzbekistan

Ethnic alliance  Soft Kenya, Sudan, South
capturespolicy  constraint Africa

There are four main reasons why developmental states are more likely to arise
with apoor natural resource endowment. First, intense pressure on land resources
and thevirtual absence of natural resource rentscreate alow tolerance by the poor
majority of rent extraction or an inequitable distribution of assets. For example,
per capita cropland in South Korea and Taiwan was already 0.1 hectares in the
1950s, a level that ‘densely-settled” Bangladesh and Kenya reached some forty
years later.! This heightens the probability that the political state will dign its
interests with the low-income majority, perhaps experimenting with central
planning in some cases (like China and Vietnam). Second, resource-poor
countries are less prone than resource-abundant countries to trade policy closure
because they experience minimal Dutch disease effects (Sachs and Warner, 1995)
and if they experiment with closed trade policies they abandon them earlier.?

! Singapore and Hong Kong had even less cropland per capita.
2 personal communication from A. Warner, based on the Sachs and Warner model.
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Third, manufacturing tends to be competitive because it is transparent at a
relatively low level of per capitaincome that the small size of the resource sector
vis-avis the rest of the economy means that it cannot support slow-maturing
infant industry or a bloated government bureaucracy (Auty, 1994). Nor can the
emerging competitive manufacturing sector support such transfers because the
fraction of rent within that sector’s revenue stream is less than in the case of
natural resources. Furthermore, competitive manufacturing cannot afford the
higher cost of inputs from protected infant industry. Finally, a poor natural
resource endowment reduces the scope for the cumulative policy error that
abundant resource rents afford and thereby places a premium upon the efficient
use of scarce resources and so promotes market discipline.

In contrast, resource-abundant countries lack the strong pressure from a low
level of per capitaincometo align the interests of the political state with those of
the majority poor. Contests for the natural resource rents tend to encourage
factional and predatory states that subvert prudent macroeconomic policies and
tolerate cumulative policy error. Infant industry and public employment provide
conduits for transferring the rents and strengthen protectionist interests, thereby
making economic reform even more difficult to pursue. Conseguently, resource-
rich countries are likely to distort their economies severely and compound the
inherent problems of the shift from resource-driven growth to skill-driven growth.

The competitive industrialisation model

The sustained growth rates of the resource-poor countries in Table 1 reflect the
fact that most of them adopted policiesthat fostered competitive industrialisation.
The competitiveindustrialisation model summarisestheir devel opment trgjectory
(column 1 of Table 3). Theprincipal featuresare an early start onindustrialisation
and reform at alow per capitaincomeaiming at arelatively open trade policy that
triggers an expansion of labour-intensive manufacturing, much of it for export.
This devel opment trajectory promotes virtuous interlocking economic and social
circlesthat sustain rapid economic growth which is also equitable.

The virtuous economic circle exhibits four key characteristics. First, early and
rapid industrialisation accel erates the rate of urbanisation and, therefore, speeds
up the demographic cycle. Consequently, the dependency/worker ratio falls and
this stimulates saving and i nvestment (Bloom and Williamson, 1998). Second, the
rate of investment quickly rises towards 25% of GDP and, most importantly, the
efficiency of investment issustained (Table 1). Per capita GDP may doublewithin
adecade. Third, the arrival at the labour market turning point (which occurred
within adecade after reformin both South Koreaand Taiwan) creates pressurefor
wage increases that require the economy to diversify into competitive heavy and
chemical industry (HCI). This diversification reduces the vulnerability of the
economy to external shocks.



Model
Natural resource
endowment

Pre-conditions
Political state

Rich 1/5: poor 1/5
Obsolete capital stock

Policy

Reform response
Trade policy
Incentive bias
Capital build-up
Genuine saving
Produced

Human

Social

Economic outcome
ICOR 1985-97
Dutch disease effect
Diversification
Resilience to shocks
PCGDP growth (%)

Examples
Classic
Classic
Anomalous

Table 3

Sequenced industrialisation

Poor
(1)

Autonomous benevolent
4.0-9.0
Low

Early
Open
Comparative advantage

Strongly positive
Rapid rise > 24%GDP
Virtuous circle
Transaction improving

48

Negligible
Competitive widening
Robust

Sustained: 2.5-4.0

South Korea
Singapore
Bangladesh

Source: Table 1 and World Bank (1999a).

Abundant diffuse

@

Factional consensua democ.

7.0-16.0
Low

Early
Open
Comparative advantage

Moderately positive
Slower rise > 20%GDP
Slower virtuous circle
Transaction improving

55

Small

Slow competitive widening
Robust

Sustained: 1.0 - 2.5

Malaysia
Thailand
Myanmar

Abundant diffuse
(©)

Factional oligarchy/predatory
5.0-33.0
Low/High

Postponed
Closed
Infant industry/ public sector

Low/negative

Slow rise > 20%GDP
Lagged + skewed
Transaction repressing

6.0

Strong
Retarded/regressive
High vulnerability
Erratic: 0.5- 1.5

Ghana
Honduras
CostaRica

Sapletrap
Abundant point ore

4

Factional oligarchy/predatory
9.0-32.0
Low/High

Postponed
Closed
Infant industry/public sector

Low/negative

Slower rise + < 20%GDP
Lagged + skewed
Transaction repressing

75

Strong

Regressing

High vulnerability
Boom + bust: (0.5) - 2.0

Bolivia
Zambia
Botswana

Stylised facts of the political economy of the natural resour ce endowment and economic growth

Abundant point oil
5

Autonomous paternalistic
12.0-20.0
Low/High

Partial
Open
Neutral/ public sector

Negative

Rapid rise > 25% GDP
Rapid + ineffective
Feudalistic

12.4

Strong

Mono-product

Financial cushion

Boom + decline: (0.4) - 4.0

Saudi Arabia
Brunei
Oman
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Fourth, both the early reform and the rapidly increasing complexity of the
economy foster a‘linear liberalisation’ that, if not de-poaliticising development as
Ranis and Mahmood (1992) claim, does at least further constrain rent-seeking
behaviour.

The interlocking virtuous social circle has three main features. First, income
equality is maintained because the tightening of the labour market removes the
drag of surplus rural labour on the wages of the poor. In addition, the upgrading
of workforce skills as HCI expands reduces the wage premium on higher skills
and compressestheincomerange (Londono, 1996). Birdsall et al. (1997) andalso
Wood and Berge (1997) confirm the stronger incentive for skill acquisition
provided by structural change in resource-poor economies compared with
resource-abundant ones. Second, the resulting rel atively equitable distribution of
income helps to reduce transaction costs by boosting social capital accumulation
compared with resource-abundant countries (Woolcock et a., 1999). Third, these
trendsin human and social capital combineto push the political economy towards
a democracy that tends to be consensua rather than polarised, so that policy
coherenceissustained and therisk of policy capture by vestedinterestsisreduced.

The staple trap model

Resource-abundant countries rely on primary product exports for longer than
resource-poor countries of asimilar size. The natural resource rents in resource-
abundant countries can be substantial, ranging from 200% of non-oil GDP per
annum in Saudi Arabiaduring the 1974-8 oil boom towards 10-15% of GDP per
annum in the case of Malaysia during the 1970s and 1980s (Vincent and Rozali,
1997). Even more modest level s of annual rentsassumelarger proportionsduring
commodity booms. Contests for the rents have tended to foster factional and
predatory political statesin many developing countriesin recent decades.

However, theimpact of the natural resource endowment is not a deterministic
one and ahandful of resource-abundant countries including Botswana, Maaysia
and Chile have evolved into consensua democracies. Where this occurs, the
longer dependence upon primary products is not associated with cumulative
policy failure but merely retards diversification into competitive industrialisation
(Table 3, column 2). Nevertheless, the political state in most resource-abundant
economies tends to be a factional oligopoly or predatory state that promotes
sectional interests at the expense of a coherent economic policy and thelong-run
welfare of society at large (Table 3, columns 3-5).

The longer dependence of resource-abundant countries on commodity exports
delays the process of competitive industrialisation, and factional governments
extend the delay with four adverse consequences. First, economic diversification
must initially occur into other primary products and this may prove difficult for
the smallest resource-rich economieswhose natural resourceendowment islikely
to be skewed towards one or two viable commodities (Auty and Mikesell, 1998).
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Consistent with this, Table 1 shows that the larger resource-rich countries have
out-performed the small cropland-rich and ore-rich countries. Second, slower
industrialisation initially retards urbanisation and therefore passage through the
demographic cycle, so that the favourable phase of the dependency/worker cycle
isdelayed and the accumul ation of produced and human capital isfurther slowed.
Theearlier deceleration of population growth in the resource-poor countries (and
aso in the larger resource-abundant countries) is shown in Table 1. Third, the
postponement of the labour market turning point causes surplus rural labour to
persist longer and, along with the slower accumulation of skills, this amplifies
income inequality and socia tensions (Sachs, 1989: 4-5). Fourth, the
industrialisation that does occur tendsto be capital -intensive so that the beneficial
job creation of the labour-intensive phase of the competitive industrialisation
mode! is leapfrogged and governments feel obliged to intervene to creste
employment (Lal and Myint, 1996).

Industrialisation by infant-industry protection has three principal flaws. First,
it creates discretionary rentsthat governments depl oy with minimal transparency,
so that they easily degenerate into a corrupt rent-dispensing mechanism that
distorts the economy in an ad hoc and cumulative fashion. Second, such industry
is capital-intensive and creates few jobs, so that governments feel obliged to
respond to growing social tension by providing still more non-productive
employment. Thisintensifiesthe rel axation of market discipline and expands still
further the protected sector. Third, protected industry takes decades to mature
instead of the five to eight years considered the maximum if the discounted
benefits of infant-industry support are to compensate for the discounted costs of
that support (Krueger and Tuncer, 1982). This imposes increasingly onerous
demands on the primary sector for transfersand foreign exchange that undermine
the primary sector's competitiveness (Auty, 1994). The efficiency of investment
declines steeply and the level of investment flattens and may fall (Table 1).

Within such a system, the rents are transferred from the potentially efficient
primary sector into an expanding non-tradeable sector which includes slow-
maturing infant industry and non-productive public sector employment. As the
protected clientele expands, so the demand for transfers outstrips the rents and
depressesincentiveswithin the primary sector below thelevel srequired to sustain
production, let alone to expand it. Extreme resource abundance sustains the
transfers far longer, so that the distortion of the economy is the greater (and
foreign aid can have asimilar effect). The economy becomes locked into a staple
trap in which the burgeoning slow-maturing industry and bloated public services
depend on commodities with declining competitiveness whose share in GDP
declines due to both diminished incentives and ongoing structural change.

The staple trap is also associated with the erosion of socia capital. Income
inequality deteriorates as the failure of the labour market to absorb surplus rural
labour depresses the wages of the poorest, while a unionised labour aristocracy
boosts the wages of the favoured, but relatively few, workers in the protected
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capital-intensive manufacturing sector. Political contestsover therent stream also
skew the distribution of income and assets in favour of a politically powerful
minority. Decel erating economic growth therefore exacerbatessocial tensionsand
saps the capacity of society to cope with crises even as the severity of economic
difficulty increases.

The distortion of the economy and the deterioration in socia capital are
potentially greater with ‘point’ resources, such as minerals, than with resources
with more diffuse socio-economic linkages, such as crops (compare column 2
with columns 4 and 5 in Table 3). In the case of mining, revenues are typically
concentrated on one or two largefirms, asmall labour aristocracy of mineworkers
and the government. Taxation therefore dominates the domestic economic
linkages so that the role of the government is increased, thus enhancing both the
probability of policy failure and the magnitude of its effects. However, even the
potentialy favourable ‘diffuse’ socio-economic linkages of peasant farm
economies (see Baldwin, 1956) may be repressed in factiona political states
(Table 3, column 3), as the next section shows.

Divergence with diffuse resources. Malaysia and Ghana
Initial conditions

Differencesin initial conditions do not explain the divergent growth trajectories
of Ghana and Malaysia. When they gained independence in 1957, they each
inherited British institutions that included a democratic form of government, an
effective civil service, the rule of law and levels of education that were high
relative to their regional peer groups. Moreover, they were both mid-income
countries with open and relatively undistorted economies: exports generated
almost 30% of GNP in Ghana and over 50% of GNP in Malaysia (Table 4). The
economies of both countries grew at a respectable 3-4% annually.

Nor do external factors explain the divergence. Ghana experienced its growth
collapse during the 1960s despite favourable external trading conditions, whereas
Malaysia sustained economic growth although its terms of trade deteriorated. A
more fundamental difference between the two countries is the evolution of their
political economy. Society in Ghana lacked cohesion after the withdrawal of
colonial rule and the country quickly regressed into a factiona oligopoly, a
common outcome where ethnic or class divisions polarise contests over resource
rents. In contrast, Malaysia sustained a consensual democracy despite ethnic
schisms. Islamand Chowdhury (1996) convincingly arguethat theMal ay majority
reached a compromise with the large Chinese minority that allowed successive
governments to pursue an economic policy of growth with equity. The Chinese
|eadership accepted Malay political primacy and special privilegesin return for



Table4
Structure of production, absorption and exports, 4 resour ce-abundant countries 1960-95

Bolivia Ghana Malaysia Saudi Arabia

1960 1980 1995 1960 1980 1995 1960 1980 1995 1960 1980 1995

Agriculture 22 19 16 41 58 46 39 23 14 8 2 6
Manufacturing 13 15 19 10 12 6 9 20 33 8 5 10
Private consumption 83" 67 75 n.a 84 78 62 51 51 37 22 40
Public consumption n.a 14 14 n.a 6 12 13 30 12 17 16 26
Investment 13 17 16 24 11 19 13 30 41 19 21 19
Exports 20 25 26 28 8 25 56 58 96 52 71 45

Note: atotal consumption. Sources: For 1950-70: Roemer (1984), Young et a. (1980). For 1970-95:World Bank (1995).
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full citizenship, arole in government and dominance in economic affairs, albeit
adominancethat owly eroded. State intervention in directly productive activity
was constrained by thistacit agreement, whileinvestment in economic and human
capital for the lagging rural Maay majority was encouraged.

Diverging trade policies

Policy failure occurred early in Ghana and resulted from efforts by the Nkrumah
government (1960-66) to force the pace of industrialisation by a big push. Trade
policy was therefore closed not as a defensive reaction to Dutch disease effects,
as Sachs' (1999) deterministic model argues, but as an attempt to use fashionable
central planning to restructure the economy away from 'external dependence'.
Effectiverates of protection (ERPs) against imported manufactured goods varied
widely and ranged as high as 1000% (Hogendorn and Christiansen, 1996). Those
benefiting from a closed trade policy quickly acquired political influence; when
Nkrumah was overthrown by amilitary coup, economic reform was postponed in
favour of stimulating economic growth by further public expenditure.

In contrast to Ghana, and most resource-abundant countries, Malaysian
governments maintained an open trade policy and relaxed market discipline far
less. Althoughinfant industry was promoted during the 1960s, itslimitationswere
quickly recognised and an early switch was made in 1968 to encourage
manufactured exports. An export-processing zone was established in 1971. The
ERPsin Malaysiawere considerably lessthan thosein most devel oping countries,
at 35-40%, and the average ERP on manufacturing declined during the 1970sto
23% in 1982 and 17% by 1987 (Ghee and Woon, 1994: 379).

Sructural change and economic resilience

Consistent with the staple trap model, the non-tradeable sector of the Ghanaian
economy, which included state-owned enterprises as well as government and
private services, grew at the expense of the potentialy dynamic primary sector.
The peasant farmers scattered throughout the countryside proved no match for the
vocal urban interests which benefited from trade closure. Out of a sample of 18
developing countries, Ghana had the highest level of discrimination against
agriculture during the 1960s and 1970s (Krueger, 1993: 61-73). Agricultural
growth decel erated, and the export earnings lost during 1963-85 were estimated
to be 80% of what Ghana' s actual exports would have been under aneutral trade
policy. Such a reduction in farm income represents a sizeable loss not only in
exports, taxes and welfare, but also in domestic purchasing power on which the
protected infant industry depended. Not surprisingly, the initial expansion of
manufacturing's share of GDP reversed during the 1970s (Table 4). Ghana
therefore remained dependent on cocoa and gold, for which incentives were
shrinking.
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In contrast, Malaysia achieved competitive diversification: it sustained arate
of agricultural growth during the 1960s and 1970s of 4-6% per annum (Young et
a., 1980: 323), towardsthe maximum considered by Mellor (1995) to be practical
for the sector. Interestingly, the relative declinein Malaysian agriculture between
1960 and 1990 was dlower than the Syrquin and Chenery (1989) norms predict
(Salleh and Meyanathan, 1993: 45) and manufacturing remained well below the
norms until the mid-1980s and did not overtake the primary sector in size until
1991. The norms are based on post-war global data and reflect the fact that most
developing countries were resource-rich during that period and distorted their
economiesin promoting infant industry. Malaysia's distinctive structural change
brought an initial diversification away from rubber and tin into more buoyant
commodities like hydrocarbons, palm oil and timber. Thereafter, manufacturing
expanded rapidly, lifting its share of exports from one-fifth to four-fifths within
fifteen years (Table 4).

Capital accumulation and growth

Ghana' s distorted incentives caused its rate of investment, which had reached a
very respectable 25% of GDP during the 1950s, to collapse to average only 11%
in 1970-73 and less than 5% a decade |ater. Capital expenditure dropped below
maintenance levels so that the social and economic infrastructure deteriorated
during the 1970s. Human capital was also eroded as public expenditure on
education, health and social security plummeted from 8.7% of GDP in 1970 to
2.3% thirteen yearslater. Public sector wagesfell 80% in real termsin the period
1975-83, so that workers needed to supplement their income and the civil service
lost many of its more able workers. Private sector earnings fared little better
(Alderman, 1994) and a significant fraction of the best educated citizens
emigrated.

In contrast, Malaysia steadily raised the share of investment in GDP from
barely half that of Ghanain 1960 to 41% in 1995 (Table 4). The initial rise was
based almost wholly on domestic savings (forced savings on wages plusrevenues
from the domestication of the commodity sector (Salleh and Meyanathan, 1993;
6)). Natural resource rents also helped, averaging one-third of gross investment
in 1970-90. But, if the accumulation of produced capital was satisfactory, human
capital formation lagged behind that of the resource-poor East Asian countries
(Aoka and Takayasu, 1997). Thisis inherent in commodity-led growth but the
Malaysian government may have intervened too much: its share of GDP reached
42% in 1982, double that of South Korea, Thailand and Brazil (Sachs, 1985).
However, the scale of public expenditure reflects the New Economic Policy
(NEP) that was adopted in response to race riots in 1969. The NEP played a
central rolein controlling social strife by redistributing wealth towardsthe Malay
population. But the transfer of resources from the mining and plantation sectors
to the peasant sector was not achieved at the expense of incentives in the latter,
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unlikein Sri Lanka (Bruton, 1992).

Mal aysiathereforedevel oped through competitiveindustrialisation, albeit with
a lag and greater income inequality and slower skill accumulation than the
resource-poor countries of North-East Asia (compare columns 1 and 2, Table 3).
Ghanaquickly fell into astapletrap (column 3, Table 3), despitefavourableinitial
conditionsthat include thediffuse soci o-economiclinkagesthat small-scal e cocoa
farming can provide. Thisis because a factional political state can all too easily
use institutions like crop marketing boards to degrade such linkages into point
linkages that it can more easily control, and mismanage.

The staple trap with point resources: Bolivia and Saudi Arabia

Point socio-economic linkages concentrate the natural resource rents on the
government, sothat therisk of policy failureishigher thanwith themorediffuse socio-
economic linkages of peasant farming within a developmental political state. In
minera economies, adevelopmental government would capturetherents, serilisetheir
potentialy adverse impact on the non-mining tradesbles sectors and deploy them so
that the domestic economy diversifies into sectors that can sustain growth when
mining declines. Few governments succeeded in achieving this, even those that
enjoyed high autonomy and sought to boost socia welfare (Table 3, column 5).

Boliviaand Saudi Arabiahad contrasting political economiesand both experienced
strong improvementsin their termsof trade during the oil booms (Table5), but neither
avoided agrowth collapse. The Bolivian politica state remained afactiona oligopoly
until the hyperinflation of the 1980s. This is because the revolution of 1952 failed to
relieve socid tensionsand create apolicy consensus. Therevolution extended therole
of the government but failed to provide the resources with which to execute it
effectively. In contrast, Saudi Arabia was an autonomous political state, but not a
developmentd state. Rather, the government relied on paternalism to manage socia
tensions and thisled it to relax market discipline.

The Bolivian government was pursuing much-del ayed economic reformswhenthe
first oil shock caused a sharp improvement in the terms of trade. Minerd rents
quadrupled to one-quarter of GDP, comparing 1982-5 with 1970-73 (Auty and Evia,
1999). Consistent with the staple trap modd, instead of using the windfall to bolster
thereforms, thegovernment backtracked and expanded domestic consumption through
ared appreciation of the exchange rate and lower direct taxation. It responded to the
deterioration in the competitiveness of the non-mining tradeables (the Dutch disease
effects) by increasing protection, so that the ERP on manufacturing reached 90% by
themid-1980s. Even so, the share of that sector in GDP till contracted by amost one-
third to 11%. Successive governments decapitaised the mining sector in order to
bolster revenues, even as the rest of the economy became more dependent upon
mining. Higher levels of public investment were associated with deterioration in
investment efficiency and economic growth dowed during the late 1970s and then
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collapsed. In this weakened condition, the economy had to faceahavingin itsterms
of trade in the late 1980s that entailed the loss of rents equivdent to 18% of GDP
annudly. Paradoxically, the economic crisis shifted the political state towards a
consensua democracy and positive economic growth was achieved.

Table5
Trendsin thetermsof trade, 5 countries 1970-93

1970-73 1974-77 1978-81 1982-85 1986-89 1990-93

Bolivia 66.7 122.8 142.4 135.0 101.8 78.1%
Ghana 112.0 138.3 175.8 100.0 98.9 68.4
Madaysa 112.0 110.9 126.8 1214 96.5 94.7
Saudi Arabia 228 95.7 133.0 182.5 80.8 103.5°
South Korea 124.2 104.9 98.8 93.6 99.0 R7

Note: a datafor 1990-92 only. Source: World Bank (1995), based on 1987 = 100.

Although Saudi Arabia, like most capital-surplus oil-exporting countries,
maintai ned amore open economy, it too experienced agrowth collapsewhen oil prices
fell. Therefore, dthough trade policy closure is strongly associated with growth
collapses, it is not a necessary condition. Rather, and more fundamentally, growth
collapses occur because the resource rents facilitate a relaxation of market discipline
which compounds distortions within the economy that are then palitically difficult to
correct.

The paterndistic Saudi government alocated too high afraction of the oil windfall
to domestic absorption. The rapid domestic absorption of the oil rents caused thereal
exchange rate to gppreciate four-fold in the 1970s, so that very little non-ail activity
was competitive. Although resource-based industry was established, it wasrelatively
andl and crested few jobs. The government therefore relied for jobs upon
infrastructure construction, subsidised farming and, above al, the public sector. Even
in the mid-1990s, public sector wages absorbed 19% of GDP in Saudi Arabia
compared with 3-4%in Mexico, Venezuela, Nigeriaand Sweden (Chak etd., 1997).
The Saudi government failed to convert sufficient of the natural capital (ail) into
dternative growth-sustaining investment: the private sector remained stunted and,
despite high expenditure on education, the national workforce was ill equipped to
flourish in amarket economy.

Whenail pricesfell, thegovernment cut public expenditure and depreciated thereal
exchange rate, but the response was too timid in each case, so that the economy
diversified too dowly and remained over-dependent on ail. By the late 1990s, the
government had exhausted its considerable overseas financid reserves and
accumulated domestic debt that was double a prudent level (SAMA 1998). Table 6
shows that the Saudi economy was on a far from sustainable growth trgjectory
throughout the period 1970-93, in contrast to Malaysiaand South Korea. Nor did
the paternalistic expenditure assure social sustainability. Real per capita GNP
morethan halved from its peak level after rising eight-fold over the period 1970-
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80 (World Bank, 1999d). Although welfare gains such as improved life
expectancy and expanded access to education were sustained, their continuation
relied upon the state largesse that the oil rents provided. Meanwhile, the
deployment of the oil windfall had left a wide gap between an elite 1% of the
popul ation with assets around $400 billion and young workerswho faced reduced
public sector job opportunities.

Table 6
Extended genuine saving rates, 5 countries 1970-94 (% GNP)
1970-74 1975-79 1980-84 1985-89 1990-94*
Bolivia 6.10 -13.70 -43.77 2752 -13.97
Ghana 6.46 163 -10.94 -1.61 -1.94
Malaysia 17.31 17.61 9.08 10.43 1521
Saudi Arabia 3284 2351 2934 -21.74 -30.57
South Korea 1113 20.60 20,69 30.33 3053

Note: a Saudi Arabia 1990-93 only. Source: World Bank (1999b).

Condusion

The naturd resource endowment differentiates structurad change and affects the
likihood of the political State being a developmenta one. However, the latter
rdationship is not determinigtic, 0, to that extent, domestic economic policy is more
important than naturd resourcesin driving economic growth. Itisironic thet the growth
collapses of thelate 1970s and early 1980s resulted from the backfiring of the resource-
abundant countries’ effortsto reduce their commodity dependence. Domestic policiesto
promote infant industry (which resource abundance could sustain for longer than
resource-poor countries) weeakened their economies during the 1960s. Theredfter,
international efforts to reverse the long-run decline in red commodity prices by
establishing producer agreementstriggered trade shocksin the 1970s that damaged their
weskened economies.

Most resource-abundant countries traced the devel opment trgjectory summarised by
thestapletrap modd. Commodity exportssparked contestsfor rentsthat usualy fostered
factiond or predatory politica states. Their governmentsespousedinfant industry policies
that quickly degenerated into systems for transferring rents from the politicaly wesk
resource sector into a burgeoning non-tradesble sector characterised by dow-maturing
manufacturing and an over-extended state bureaucracy. The relative decline of the
resource sector accelerated the repression of incentives so that investment efficiency
deteriorated. Thevirtuouseconomicand socid cirdesof thecompetitiveindustridisation
mode that isassociated mainly, dbeit not exclusively, with resource-poor countrieswere
|ost. Ghanademonstrateshow rapidly agrowth collgpse can occur, how essily potentialy
favourabl e diffuse socio-economic linkages are degraded and how protracted reform can
then become because of the erosion of dl forms of capital. The rdaxation of market
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discipline through deployment of resource rents is a criticd condition for a growth
collapse rather than trade policy closure, as Saudi Arabia shows.

Y et the cumulative digtortion of the economy is not an inevitable result of resource
abundance, provided the palitica state maintains incentives for directly productive
investment. Although resourceabundancedid delay Mdaysanindudridisationandretard
its per capita GDP growth compared with the resource-poor East Asian countries,
Maaysadtill evolved towardsthe competitiveindugtridisation modd. Thisisso despite
chronic ethnic tensions that are often blamed for triggering policy falure in resource-
abundant countries. However, Mdaysa had two important advantages. First, its
differentiated naturd resource endowment conferred more scope for economic
diversficationwhenleading staplesflagged than most small resource-abundant countries
enjoy. Second, the political state evolved into a consensud democracy because an
economicaly powerful and pragmatic ethnic minority accepted theneed for redistribution
towards the lagging mgority as long as this did not difle private commercid
opportunities or distort the economy.

Further research is required to spell out the policy implications arising from the
differing combinations of natural resource endowment and political state. The resource
permutations can adso be daborated further. For example, Ghana (like Kenya and
Bangladesh) shows how a country that becomes locked in a steple trap (so that its
populaion growth rate remains high) can quickly pass from resource abundance to
resource paucity. In thet way a country that is resource-poor can aso be locked into a
stapletrap, so that at least one further column might be added to Table 3.
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